Small business capital allowances by Kenny, Paul
Archived at the Flinders Academic Commons: http://
dspace.flinders.edu.au/dspace/ 
‘This is the peer reviewed version of the following article: 
Small business capital allowances (2018) 5(4) TAX 47
which has been published in final form at 
https://advance.lexis.com/api/permalink/
e70c04cf-4189-4273-846a-1be9a65e1825/?
context=1201008&federationidp=SFHJ6R50981
Copyright © 2018 LexisNexis. This article is made 
available per the publisher's Content Sharing policy.  
Small business capital allowances
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Introduction
On 1 July 2001 Australia introduced a new conces-
sional small business entities (SBE) depreciation regime
in Subdiv 328-D of the Income Tax Assessment Act
1997 (Cth) (ITAA 1997). Many changes have been made
to the regime with the recent reforms to Subdiv 328-D
providing a very generous $20,000 depreciating asset
write-off as well as higher pool depreciation.1 This
highlights the increasing politicalisation of Australia’s
tax system and appears out of alignment with past
Commonwealth governments’ calls for small business
simplification2 and the current Liberal Coalition govern-
ment’s focus on innovation. Turnbull sought for Austra-
lia “to be a culture, a national culture of innovation, of
risk-taking, because as we do that, we grow the whole
ecosystem of innovation right across the economy.”3
However, under the concessions, a relatively small
number of larger small businesses obtain the vast
majority of the tax benefits.
In this context, this article examines the current
depreciation regime provisions in Australia. This article
first looks at how the current provisions relating to small
business depreciation concessions have developed. This
is followed by an analysis of Australia’s small business
depreciation rules in Subdiv 328-D of the ITAA 1997
and the small restructure rollover relief in Subdiv 328-G.
The article also analyses the costs and benefits of special
small business depreciation and suggests a better way to
encourage innovation for small business formation.
Development of current provisions
There are two inherent difficulties in defining a small
business.4 Firstly there does not appear to be any clear
way of ascertaining when a business ceases to be small.
Secondly, the numerous small business taxation empiri-
cal studies have long established the highly regressive
nature of tax compliance costs faced by small businesses
which have to bear a higher disproportionate share of tax
compliance costs compared to larger businesses.5 In
respect to depreciation rules, an effective life regime is
generally regarded as most appropriate. Although the
Ralph Review6 proposed depreciation concessions for
small business on the grounds of simplification (without
supporting evidence), it also advocated replacing the
previous general accelerated depreciation regime with
an effective life regime on economic efficiency, integrity
and fiscal adequacy grounds, and the Henry Review7
similarly noted economic distortions from accelerated
depreciation rules.
In contrast to Australia, New Zealand tax policy
prefers to adopt a broad tax base and low tax rates rather
than tax concessions (for depreciation or other provi-
sions),8 as this does not distort people’s behaviours and
thus reduces economic harm.9 Tax concessions are
easily politicised10 and accelerated depreciation biases
investments in certain depreciable personal property and
creates capital allocation distortions.11
Good tax policy concludes that there is no justifica-
tion for accelerated depreciation rates unless this was
justified by externalities or market failure.12 The Buckle
Review13 noted that a good tax system should reduce
uncertainty over future tax rates and future application
of tax bases.
Reviews of Australia’s Simplified Tax System (STS)/
SBE concessions (which contain the small business
depreciation concessions) illustrate how these regimes
fail to achieve simplicity. The Australian STS/SBE
experience and the changing eligibility thresholds and
other parameters illustrate this dilemma, as well as the
complexity in defining a small business with all of its
anti-avoidance measures. The former STS was extremely
complex, in particular, the STS rules governing the
depreciation pools.14 The trade-offs meant there may be
little if any benefit provided to small business.15 In
response to these criticisms and the low uptake of the
STS the SBE regime was introduced.
Given that the SBE regime was based on many of the
STS rules, it is not surprising that the SBE was also
overly complex.16 Many small businesses adopted the
measures to minimise their tax liability and the decision
had nothing to do with compliance costs savings.17 The
STS/SBE concessions were politicised as political par-
ties sought to garner votes from the many small busi-
nesses.18 In Australia, in response to these criticisms
(and/or the regressive small business compliance costs)
the Henry Review concluded that the SBE capital
allowance arrangements needed to be streamlined and
simplified as well as to provide cash flow benefits.19
Consequently, from 1 July 2012 a single depreciation
pool applied for depreciating assets, costing more than
$6500 with a 30% rate that removed the need for
balancing adjustment calculations. Also, an immediate
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write-off for depreciating assets costing less than $6500
was introduced. In recent times there appears to be a
change in focus in the importance of small business
formation with the current government’s plan for inno-
vation20 which calls into question the role of complex
depreciation concessions versus alternative means of
small business support.
Australia’s SBE depreciation regime introduces sig-
nificant complexity to the tax system and to Australia’s
two million plus small businesses. First, the initial SBE
eligibility depreciation requirements must be met.
Secondly, ascertaining SBE depreciating assets needs
determination. Thirdly, low-cost assets rules must be
applied. Fourthly, the SBE pool needs to accounted for.
Additionally, in certain situations elections for rollover
relief will need to be applied.
Analysis
As noted in numerous tax reviews, a uniform depre-
ciation regime for all business, such as New Zealand’s,
offers a far simpler framework for small business,
minimises economic distortions and promotes fiscal
adequacy and jobs.21 Having regard to the tax policy
criteria of simplicity, economic efficiency, equity and
fiscal adequacy, a special small business depreciation
regime is problematic as seen by Australia’s volatile
small business depreciation experience. Frey noted that
optimal taxation theory indicates a preference for broadly
based taxes that impose less distortions on the allocation
of resources and provide better sources of tax revenue
over a narrowly based taxes.22 Surprisingly Australia’s
small business depreciation was grounded on a rationale
of simplification.23 Yet the ever-shifting small business
depreciation rules continue to be unhelpfully complex as
evident in the above legal analysis. Whilst SBE depre-
ciation utilises many of the same definitions used in
Div 40 of the ITAA 1997 (such as depreciating assets,
cost, adjustable value, taxable purpose and termination
value), there does not appear to be any simplification
benefits given the high technical detail involved in SBE
depreciation.
Compliance costs will arise for entities determining
their SBE eligibility, in their day-to-day use of SBE
depreciation and in calculating the net benefit/cost of
SBE depreciation. Most small businesses will clearly
satisfy the SBE eligibility requirements and associated
costs in working this out will not be material. However,
there will be significant compliance costs for certain
small businesses in ascertaining whether they are eli-
gible SBEs (ie, meet the carrying on a business and the
complex million aggregated turnover test). For entities
close to the aggregate turnover threshold or entity
groups, the complexity of the aggregation rules will
impose significant compliance costs. This is evident
from the above analysis and in the 62 paragraphs of
explanation provided in the Explanatory Memorandum
accompanying these rules.24
Additionally, there are difficulties in working out
which depreciating assets are excluded from SBE depre-
ciation. This is compounded by the choices given to
SBE taxpayers to choose between the Subdiv 328-D or
the alternative Div 40 capital allowance regimes. In
making these choices, a taxpayer would need to compare
the depreciation deductions to those available under
Div 40 and forecast the changing SBE depreciation rates
so as to ascertain the optimal taxation position.
As commentators have noted, the rules governing
SBE pools are particularly complex notwithstanding the
various attempts at simplification.25 Special rules are
required for allocating assets, working out opening and
closing pool balances, dealing with changes in business
use and accounting for disposals (as seen by the above
analysis of the seven key issues for the pool). Many
depreciating assets still needed to be tracked on an
individual basis when there was a change of private use
by more than 10%, upon acquisition and on disposal. In
particular, a number of complexities arise from pre-SBE
and post-SBE depreciating assets for taxpayers joining,
leaving or reentering the SBE depreciation. The rollover
relief rules also add another layer of rules — why not
simply use the existing reliefs available under Div 40 for
small business?
The SBE depreciation rules are poorly integrated
with other taxation provisions and financial accounting
rules. For example, certain taxpayers using an SBE pool
that also have Div 40 depreciating assets need to comply
with two depreciation regimes. Also, a possible problem
arises for assets allocated to the SBE pool since they
cannot be included in the value of assets for the purposes
of the non-commercial losses (NCL) “other assets” test
in s 35-45 (as the table in s 35-45(2) only lists assets
deductible under Div 40). These rules may deter small
businesses from entering SBE depreciation and are
contrary to the Ralph Review’s recommendation for an
integrated tax code. SBEs face additional compliance
costs given their need to produce or adjust for two sets
of accounts for taxation and financial accounting pur-
poses. For financial reporting purposes depreciating
assets need to be amortised over the period in which the
income that is directly related to those assets is earned.26
Unfortunately, for many small businesses with few
depreciating assets and/or low taxable income busi-
nesses, the benefits from accessing the SBE concessions
will be outweighed by the additional compliance costs.
Given the complexity of the concessions, many small
businesses (and/or their advisers) will not make this
annual cost benefit calculation or will be unaware of the
potential tax benefits.
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The SBE regime primarily benefits successful small
businesses that pay income tax at higher marginal
income tax rates. These businesses can access the tax
planning opportunities from the relatively high single
30% SBE depreciation rate and the immediate write-off
for low-cost assets (less than $20,000) that offer improved
(albeit temporary) deferral of income tax compared to
the Div 40 uniform capital allowance deductions. Par-
ticularly such businesses in industries with long life
depreciating assets using the higher SBE depreciation
rates, and that can frequently utilise the $20,000 imme-
diate write-off, will benefit. Small businesses will also
be encouraged to acquire depreciating assets (or incur
second cost amounts) on or near the end of the income
tax year to receive a 15% depreciation deduction.
The government also asserted small business depre-
ciation would improve efficiency, arguing this encour-
ages additional capital investment by small businesses
through lowering the pre-tax rate of return required to
justify new investments.27 However, the accelerated
SBE depreciation rules primarily benefit successful
larger small businesses rather than new, innovative and
smaller businesses. New, innovative and smaller busi-
nesses generally do not have either the capital or
sufficient income tax liability to take advantage of these
concessions. This stymies innovation, favouring wealthier
established taxpayers. All businesses should receive
support, especially new businesses, given the current
government focus on innovation. Further, the highly
political nature of the accelerated SBE depreciation
rules that change significantly with each election also
adversely affects small business decision-making in
allocating capital and this impinges on economic effi-
ciency.
The concessions appear to encourage tax minimisa-
tion with the tax breaks being used to purchase personal
property such as cars, phones and home computers,
rather than business assets. Conveniently the govern-
ment and the ATO do not provide details of the types of
assets utilising the small business depreciation conces-
sions. Given the extensive advertising campaigns near
the 30th of June in Australia by phone, electronic and car
retailers that focus on the SBE depreciation write-offs, it
suggests that much of the asset acquisitions are personal
rather than business assets. Given the highly political
nature of SBE depreciation it is important to verify the
substance of these deductions.
SBE depreciation is inequitable for two reasons.
First, as noted above, the rules facilitate the exploitation
of personal assets. Secondly, as noted above, the rules
favour successful larger small businesses and this is
regressive. Additionally, the SBE depreciation conces-
sions impose a significant cost to fiscal adequacy cost-
ing:28
• $250 million in 2015–16
• $800 million in 2016–17
• $850 million in 2017–18
• $150 million in 2018–19
However, the small business restructure rollover
relief that allows business to move to an appropriate
legal structure can help small businesses to continue to
develop and grow and enhance business efficiency. ATO
compliance activity and audits will be needed to ensure
that the rules are only applied to genuine restructures to
ensure policy goals are met.
Summary
For larger, more successful small businesses in Aus-
tralia, the depreciation tax concessions can temporarily
defer their income tax liabilities. However, there is a
clear trade-off with the temporary tax deferral benefits
against the costs of the additional compliance costs to
advisers for tax minimisation. A better way to support
small businesses and the government’s proposed inno-
vation agenda is to provide direct grants targeted at
innovative small businesses.
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